Abstract
Bank of Albania, a Bank of the European Model having per Objective: 'To Achieve and Maintain the Price Stability'
Before 1990 and until 1997 the inherited one-tier banking system has existed, where the Bank of Albania had under its control two other banks the National Commercial Bank and the Agricultural Commercial Bank. The capital of these banks was entirely state-owned. The monetary policies of this system were based on the application of direct monetary instruments such as loan limits, the deposits lowest margin interest rate and the loans highest margin interest rate. Direct instruments were applied due to the absence of second-tier commercial banks with privately-owned capital. After 1997, there were established commercial banks with private capital. In 1997 the Albanian Parliament approved the Law No. 8269, dated 23.12.1997, "On the Bank of Albania" 1 . This law clearly determined the separation of the banking system into two tiers. In the first tier the Bank of Albania or the Central Bank was included, whereas commercial banks were included in the second tier.
The transition into the two-tier banking system and the opening of commercial banks with entirely private-owned capital also dictated the transition to the implementation of indirect monetary instruments such as: open market operations, required reserve ratio and the base rate (the rate of repurchase agreement or REPO).
The comparison of the Objective of the Bank of Albania and its responsibilities will be carried out with the Objective and the responsibilities of the European Central Bank. This is due to the fact that Albania realizes over 60% of its export-import with the Euro zone member countries. Due to this ratio Euro zone member countries have a direct effect on the performance of the Albanian economy.
By comparing the main and the additional objectives of the two central banks, we can easily observe that they share the same responsibilities but they also have a lot of differences between them.
Firstly, the main objective is the same for both banks, "to keep under control the price stability". If this objective is normal for the ECB because of the fact that Euro zone member countries are industrially developed countries and not developing countries, for the Albanian economy this objective is contradictory because the Albanian economy in comparison with these countries is still distant. Albanian agriculture is underdeveloped. In this sector, only 41 thousand out of 350 thousand farmers were subsidized from the government in 2012. The agricultural sector has only 10 thousand tractors with tires. Consequently, the land in many districts of the country was cultivated by means of plow. There is a lack of selected and elite seeds, chemical fertilizers, pesticides and insecticides, as well. Farms in Albania are fragmented and too small, thus the introduction of mechanization is not promoted, agricultural cooperatives do not exist, etc. The agricultural processing sector is under development without any particular importance in the domestic production.
The industrial sector is not very developed, especially the light industry, namely the extraction and processing industry. Recently, a slight development was marked in the oil extraction sector from foreign companies. Development has been observed in the services and construction sectors. The tourism sector is under development, as well.
Foreign capital has been introduced and is mainly concentrated in the banking industry (13 commercial banks have private foreign-owned capital), in the mobile telephony where all the companies are foreign, in the facon industry sector where Greek and the Italian capital has been invested, in the construction material sector, cement sector etc. Due to foreign investments in Albania, circa 14 thousand people 2 have been employed. In general, unemployment rate according to INSTAT amounts to 13.28 % , while according to Labor Unions, it exceeds 40 % The income per capita is approx. 3.000 Euros. Inflation has been in steady quotas because generally it is imported; economic growth in the last 4 years has not exceeded an average of 3 %.
The import sector has been developed and a monopolization of imported goods has been observed. In Albania there is a lack of the real estate market because there are over 100 thousand non-privatized objects, a lack of financial capital because there is no combination of the industrial capital with the financial capital, a lack of the capital secondary market (Stock market) etc.
Observing the economic situation in Albania, it results that the main problem is not the price control but the economic growth and the employment rate. Regardless of the official unemployment rate, actually unemployment exceeds 40% and economic growth, according to monetary indicators, has been so low that we can without doubt notice that the Albanian economy from the year 2009 onwards has been stagnant.
Secondly, the ECB further has two additional objectives in accordance with Article 2, to achieve and maintain a high employment rate and to provide for Eurozone member countries a sustainable non-inflationary economic growth.
The Bank of Albania is under the obligation to assist in the improvement of credit monetary conditions, in support of economic stability and development of the country. It is not a question of increase of employment or of a sustainable non-inflationary economic growth. The economic growth is not considered as an objective rather than as a consequence of the creation of the good monetary premises for economic growth.
Although the Eurozone consists of developed countries, it has, besides the inflation control, also the growth of the economy and of the employment rate as its objectives.
Evaluation on the Permission of the Use of the Foreign Currency for the Purpose of Loans and Deposits

Deposits
Besides ALL, the official currency, in Albania it is allowed to accept deposits and to grant loans in Euro and USD. At first glance, it seems as a normal action that allows free competition, but in fact, such an action has reduced the efficiency of monetary policies of the Central Bank. We analyze herein below the dynamics of deposits in ALL and in foreign currencies. Based on the data, it is clearly noticed that GDP growth rate does not correspond to the deposits growth rate. It varies from 2 to 6 times in favor of the deposits. The lack of their efficiency is associated with the destination of their usage. How many are used for the development of the economy and how many are used for the purchase of government securities? How many loans are provided to productive sectors and how many are provided to non-manufacturing sectors?
MCSER Publishing, Rome-Italy There has been an increase of the loan in total, since y. 2008 until y. 2012 it has increased by 38.7%. The ratio of the total loan to the GDP is low and constitutes less than 45% thereof. The internal structure of the loan has changed. The loan in ALL has increased from 28.8% to 38.7%, whereas the loan in foreign currency has decreased from 71.2% to 61.2%. In 2012 the loan in foreign currency was 57.8% higher than the loan in ALL. In later years it has been over 100%. Amongst loans lent by second-tier banks it is the loan in foreign currency that prevails compared to the loan in ALL. This is positive because the European economy uses the same currency, but in the same time it is also negative because its basic rate does not depend on the basic rate determinable by the Central Bank of Albania. Such loan is generally used in the investment area and not for purposes of broad consumption goods. It is due to this fact that the loan in foreign currency affects the rates of the Albanian economic growth more than the loan in ALL.
Evaluation of the Use of Flexible Foreign Exchange Rates
After 20 years of transition, the Albanian economy has taken on characteristics of a small open economy regardless of the fact that its exports-imports in relation to the GDP do not exceed 50%(505.2/1282*100= 39.4%) and the interest rates have not consequentially followed the interest rates of the world. It is a developing and growing economy, undeveloped in industry, agriculture, services, transport, tourism, etc. Albania is a country that consumes, imports basic food products at a ratio of 1/6 at a time when the general ratio of export-import 1/2.3. The basic ratio with the ratio of import-export is 1/ 2.3(3,524 ml imports/1,525 ml exports, y. 2012). In Albania there are no consolidated markets, such as the land market, housing market, the secondary market of securities, etc. There is lack of financial capital as a combination of industrial and bank capital. There are no economic phenomena found in developed countries, therefore there are no bankbusiness-stock market transmission effects. In the current circumstances of the economy, not everything may be copied from the West and be applied without any change, as has occurred in many areas.
Below we will analyze how fiscal and monetary policies affect a country like Albania that applies flexible foreign exchange rates.
Fiscal Policy
Suppose that the Albanian government will reduce the tax rates or that it will increase government purchases. Would such an expansionist policy result in increase of income, and, in general, in improvement of macroeconomic indicators? If the Albanian economy were a closed economy, such a policy would increase the income. In a small open economy, with a flexible foreign exchange rate, the fiscal expansion causes the income to remain at the same level. Why has not income increased in the case of the Albanian economy? This is answered by the IS-LM 3 curbs. There are two cases of fiscal expansion.
In the first case, when the government operates in ALL. In this case it can reduce the tax rate or it can increase government purchases. As a result, the amount of money in circulation does not change, and, therefore there will be no change in the resulting indicators both in income and inflation. There may be a temporary increase of the aggregate demand but with no effect on the income level.
In the second case, if the government receives loans in foreign currency from foreign financing entities by means of securities or loans, then there will temporary reactions in the monetary market.
The expansionist policy would increase government expenses. Government expenses would increase the aggregate demand and the increase of the aggregate demand would move the IS curb on the upper right, as shown in the table No. 2. The Euro exchange rate will be devalued, while the income level would temporarily increase due to the exchange of the foreign currency to ALL. But its exportation and the decrease of the foreign exchange rate will bring it back again to the previous position. Therefore the growth tendency is eliminated by moving from c a b and ends in the starting point of income at IS1.
In a closed economy, when there is an increase of income, there is also an increase of interest rates because the income increase will result in increase of the money demand. Such is not possible in a small open economy because the interest rate would immediately increase above the interest rate of the world and the capital would flow abroad. This is not the Albanian case, though, because the interest rate of the ALL has always been higher than the interest rates of the Euro and the USD. The ALL rate has never attempted to follow their rates. Under such circumstances, an increase of money demand would be normally expected. But what has actually happened? The basic interest rate of ALL has decreased slowly. This reduction has not been accompanied by the expected increase of aggregate indicators, but, on the contrary, this phenomenon has, as was explained above, occurred only for M3 and M2, while the other aggregate indicators have either been reduced, or have remained unchanged. In this way, in our case, even if we consider the Albanian economy as a closed economy, the expected phenomenon has not occurred. The expected supply of the foreign currency in Albania has not occurred due to the interest rate, but due to other reasons.
-The foreign currency supply depends on the supply from exports, from the supply of Albanian emigrants working abroad, from foreign investments, the sale of state-owned land, from the loans the government has received, etc. -The foreign currency demand in Albania depends on imports, sales amount of housing, land and other immovable properties, from investments such as deposits, securities of financial entities out of the Albanian territory, from the demand for work and vacation movements, etc. In light of the above, in terms of foreign exchange flow and supply deriving from foreign exchange rates, these are dependable to the rates of the Euro and of the USD freely circulating in Albania, the same as the ALL. Taking into consideration that the interest rate of loans in ALL is high, many few persons and entities receive loans in ALL, everyone directs themselves towards foreign currencies. Not only do foreign currencies constitute the main part (at a 60/40 ratio) of loans, but they are ever more leaving Albania in the forms of deposits in banks outside Albania or in the form of foreign financial activities' purchase.
4 Annual weighted average rate of new 12-month deposits and loans in ALL for the banking system. 5 The data refers to the rate at the end of the period.
Picture No. 2: A fiscal expansion under a variable foreign exchange rate
The evaluation of the foreign exchange rate will make the domestic goods relatively more expensive than the foreign and this will reduce net exports. Reduction of net exports will pose pressure on the effect expansionist policies have over the income.
Why is the reduction of net exports an important factor for making the fiscal policy totally ineffective for purposes of influencing the income? In both closed and open types of economy the real money demand and supply are balanced.
In the Albanian economy, i(the internal interest rate) has been ineffectual for the change of i*(the interest rate of the world), therefore this equation may be satisfied only at a given level of income. This level of income may not be changed even when the fiscal policy changes. So, when the government increases expenses or reduces taxes, as has happened in Albania, the assessed foreign exchange rate and the reduction of net exports are exactly at the same amount required for posing pressure totally on the normal effect of the expansionist policy over the income. Let's explain it. The increase of government expenses will normally move the IS curb on the right. This move will cause devaluation of the domestic currency, the ALL, due to the increase of the cash flow. Such devaluation would ignite the increase of net exports and, as a result, the increase of income. It is not the case in the Albanian economy, actually. Why? The answer is simple. It is because the government's expansionist policies, as shown in Based on the abovementioned data, the relevant graphics referring to months and years, may be drawn up.
Picture No. 3: Curbs of Euro foreign exchange rates
As results from the table and the graphics, it is clear that the foreign exchange rates vary depending on emigrants' homecoming. Euro foreign exchange rates are low during January-July-August and December. This is due to the fact that these months coincide with emigrants' homecoming. The contrary has occurred during the other months, when there is a valuation of the Euro. We can compare in the same way the correlation between the foreign exchange rates, the amount of money out of banks and the monetary basis. The above data are an average for the years 2008-2012. Based on the above data, it results that the correlation between them is very weak. This indicates that the changes of the monetary aggregate indicators based on ALL lack the relevant effect to the foreign exchange rates. Thus, the policies of the Central Bank on foreign exchange rates do not have any effect on the economic growth.
Picture No. 4: Dynamics of BM, PJB and Euro on a monthly basis during 2008-2011(average)
Based also on the above graphics it is clear that the correlation between the monetary aggregate indicators based on ALL and the Euro exchange rate is weak.
Monetary policy
Now we assume that the Central Bank will increase the money supply. When we talk about money supply we only mean the aggregate indicators depending from the ALL's position as a Currency Outside Bank, Monetary Base, M1 and M2. Assuming fixed price level, an increase in the money supply through significant reduction of the base interest rate (REPO) will increase the real balances. An increase in real balances will shift LM curve to the right as in the picture No.5. Therefore, increasing the money supply will increase the incomes and exchange rate and constantly the local currency will be devalued and income will increase. Monetary policy affects the revenues in a small open economy, while in a closed economy does not influence. In such economy, the monetary transmission mechanism is different. In a closed economy, an increase in the money supply increases the expenses because it reduces the interest rate and stimulates investment. Normally, in a small open economy, the domestic interest rate is fixed by the world interest rate. In the case of the Albanian economy, the base rate has not followed the pace of change in the interest rates in the world. Further, the rates of deposits and loans in ALL have not followed the change of the basic interest rate. They have reflected Commercial Banks' strategies for the medium term (see table 4) as regards interest rate loans and deposits in Euros, they have accompanied the change of rate of the Euro to change its function from the European Central Bank. The same phenomenon happened with USD interest rates. Banks have followed the interest rate position that has been defined by the American Fed. Changes in the basic interest rate (REPO) of ALL have not received much consideration in the amount of loans because they have granted for sure their field of investment that is government securities. Majority in deposits in ALL, about 60% of them is invested in buying securities from the Albanian government, while only about 40% of them for credit. Picture no. 5: A monetary expansion of the variable exchange rate. An increase in the money supply shifts LM curve to the right, the exchange rate decreases and increases revenue.
This effect of economy growth as a result of currency in circulation, the growth of monetary aggregate indicators has not been evident. The reason is because these aggregates are not increased, so the Central Bank has had little impact in this area. Decrease in the exchange rate, domestic currency devaluations make domestic goods relatively less expensive than foreign goods and stimulate exports.
Evaluation of the Currency Monopolization in the Hands of the Central Bank
If currencies (Euro and USD) would be monopoly of the Central Bank, then the problems would be different because economic entities would turn to the Central Bank. All the currency will be hoarded in the bank and will not be utilized by the banks of the second level except for the effects of transactions with entities within or outside the country. So if the currency will be monopolized the construction sector will not require to sell apartments in Euro but selling them in ALL and the actions to pass through the bank. This would make millions of Euros not to go to this destination but contrary to gather in a particular hand which will merchant that for the Albanian economy interest with fixed exchange rates. The probability of halting the transactions in foreign currency is shown in the Table no. 8. The main part of the foreign currency loan, 67%, is allocated to real estate and overdrafts. This item includes loans for housing, for land acquisition, construction, manufacturing, etc. It is important to note here that 67 billion ALL are foreign exchange costs by individuals for purchase of real estate and 80.7 billion ALL are business expenses. They cost more than 1 billion Euros. Note that these foreign currency amounts cannot be used to purchase real estate within the country but to purchase machinery and equipment abroad for economic development, instead. This is one side, because on the other hand the demand for foreign currency assets for real estate, for overdraft or short-term consumption goods has artificially increased the demand for currency devaluation affecting the ALL.
For long-term goods only 21% has been spent. In this item we include credits for machinery and equipment raw material etc.
Picture No. 6 Loan Distribution
Are the Monetary Policies of the Bank of Albania Effective to the Inflation Control?
In order to explain if the monetary policies of the Bank of Albania are effective to control the inflation, it is important to explain the factors that determine the rate of inflation in the Albanian economy. there is a lack of circulation in ALL. 2. The local production. Following the technical arguments listed above, we may be reserved with regard to the local production and its impact in the inflation rate. Thus, no good is manufactured at a quantity exceeding half of our total demand needs. If such were to happen, then the local price would affect the import price. Such phenomenon happens in short periods only in the agricultural sector, in June, July and August. 3. Export-import ratio is 1/2.6. The majority of the basket goods, under which the consumer price index (CPI) is estimated, is imported. Their prices are determined outside the Albania and are imposed to the locally produced goods. 4. Exchange rate of the ALL in Albania is flexible, although occasionally the Central Bank intervenes in the market by buying or selling foreign currency. They affect the price level in the country and in the development of country's economy 5. Export is not the main flow of foreign currency in the Albanian economy. The foreign currency is ensured from the exported workforce of the Albanian emigrants working in other countries, as well as, foreign investment in Albania and informal sector etc. 6. Political and social stability of the countries with which Albania has trade relations such as Italy, Greece, Turkey, Kosovo, etc. Italy and Greece are not yet out of recession and depression where are absorbed. Kosovo, Macedonia and the the countries in the region do not have severe political problems but, they are facing internal stability problems. In light o the above factors, affecting the inflation rate, our question is which are the main reasons that the Albanian Central Bank may not control the inflation.
First, three currencies circulate in Albania without any limitation, as the ALL. To date in Albania, two other foreign currencies circulate equally as the Albanian Lek, the Euro and the USD. Considering the ratios of total deposits and loans, it is evident that the ALL is offset in circulation. Most of the deposits are in ALL, due to high interest rate, while most of the loans are in foreign currency, because the interest rate for loans in Euros and USD are much lower than those in ALL. The position of the Central Bank regarding the situation after the 2008 is almost neutral considering the inflation indicator, which was low in Albanian these last years, not due to the Central Bank, but rather due to the global recession and financial crises. The Central Bank has reduced the base interest (REPO) at a symbolic level, without following actions of the European Central Bank and other central banks of countries outside the EU. A part of these banks reduced the base interest rate at 0.5%, when the Albanian Central Bank implemented such action only in 2012. In particular, in 2008 the base interest rate was 6.25%, in 2009 was 5.25%, in 2010 was 5%, in 2011was 4.75% and today in 2013 the base interest rate is 3.75%. This attitude of the Albanian Central Bank has negatively affected the increase of the circulation of the ALL in investments, stimulating its channeling in the budget through treasury bonds. Second, there is no state-owned second-tier bank in Albania. Considering that there is no state-owned bank, and considering that the Euro and the USD are freely used for deposits and loans, it is very difficult for the Albanian Central Bank to influence the currency market or the monetary aggregate indicators. Today, the banking system consists only in banks with foreign private capital and no state-owned bank is present. Due to such situation, an oligopoly market structure is established, where "Raiffeisen Bank", an entirely foreign-owned entity is the leading bank.
Third, the dependence from the parent banks of the banks operating in Albania. The current crisis among others revealed the link between the presence of foreign banks and monetary policy efficiency. In case the foreign banks are important financial actors in the internal economy and in case their activity as lender and borrower is affected by economic conditions of the mother country, rather than the hosting country conditions, the efficiency of monetary policy implementation is weak. The Central Bank implemented a series of measures in 2008, but their effect was not the expected ones, regardless of the situation is evaluated under different angles. On 14 December 2010, the governor of the Central Bank declared that: "The lending activity slowed sharply, the exchange rate started to depreciate, and the expectations in terms of economical growth and inflation decreased. Meanwhile, deposit withdrawals continued and the liquidity problems went deeper. Prior to the crisis, the Bank of Albania was concerned about the potential financial threats accumulated during the fast financial intermediation years.
General Conclusions
• The Bank of Albania has an incomplete objective in relation to the objectives of the ECB, therefore the Bank of Albania must take as its objectives the two objectives of the ECB that are related to the primary objective.
• Deposits are growing but at higher rates than the level of economic growth. Their structure has changed in favor of the foreing currency due to distrust for the ALL because of its continuous devaluation.
• Foreign currency loans are larger than ALL loans. Foreign currency loans are generally used to purchase economic factors and not consumer goods. Foreign currency loans have interest rates lower than ALL loans. The interest rate does not depend on foreign currency loans by the Bank of Albania and the European Central Bank. Both Euro and USD deposits and loans have reduced the circulation of ALL, its effect on economic growth and have impacted negatively on their distribution between branches and sectors.
• Expansionist government policies have not increased the quantity of money in circulation as monetary agregates are not increased. This means that from the bussines this money has been transferred to the government in various forms without increasing the quantity of money in circulation. Lack of increase of the quantity of money in circulation results in no change in exhange rates. The change of amount of the foreign currency rather than of the ALL has the highest impact on exchange rates. This phenomenon has been proved during the last four years.
• Any expansionist policy of the government not associated with increased monetary aggregates is not effective in increasing income. It realizes the transer of money by one to another and temporarily increases aggregate demand without having any impact on exchange rates.
• When the government takes loans from foreign economic entities, there is a growth of the foreign currency in circulation and the ALL is valued. Its evaluation poses pressure to the income in order to pass to the initial position without change.
• In terms of a small open economy like the Albanian economy, monetary policy affects the income of altering the exchange rate better than interest rate. In this way, monetary policies have full effect on economic growth. This has not happened in the Albanian economy because other currencies are the Euro and the USD that eliminate this effect. The reasons are interest rates and flexible exchange rates.
• If the Bank of Albania applied an expansionist policy, there would be no increase in the level of the prices because a part of the flow of goods and services are realized in Euro and USD. In this addition, no increase in the price level is proved by lack of the ALL.
